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MEMORANDUM- iFOlR PRESIDENT’S 

• • ' ■ * 

FROM: EDWIN L. HA 

SUBJECT : * September. 8 


As you all know, the next meeting of the President’s Economic Policy 
Advisory Board will be on September 8th in the Roosevelt Roam from 
10:00 am to 3:00 pm The President will be with us from 2:00 - 3:00 

We’ll begin the session with a discussion of the international 
lending situation. As preparation for that discussion, Walter 
Wriston, whan the President has asked to serve as the Chairman of 
PEPA3, has asked me to send you a copy of the enclosed paper 
n international Lending — Manageable Problems or Approaching Crisis. 

Martin Felastein, whcm the President has nominated to be the next 
Chairman of the Council of Economic Advisers, will discuss his views 
on the outlook of the economy. 

Next, Dave Stockman will give us an update on the budget outlook and 
his major concerns as we go into -the preparation of the FY 84 
budget. Herb Stein and Bill Simon will also be speaking on the 

spending issue. 

The oeriod from 1:30 - 2:00 pm is reserved for the purpose of 
organizing our discussion with the President. As indicated, the 
president will be joining us at 2:00 pm. 

I look forward to seeing you on September 8th. 


ECONOMIC POLICY ADVISORY BOARD 


h PEPAB Meeting 






P.S. Paul Volcker was invited to join us for lunch per the 
suqqestion of a number of members of PEPAB. Paul indicated that he 
would very much like to join us but that he had a long standing 
commitment to remain in Toronto at the IMF meetings on Wednesday 
morning and would not be able to get back in time to ]oin us. he s 
given us a raincheck for a future meeting. 
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International Lending — Manageable Problems 
°r Approaching Crisis? 


J ecen ^. weeks / several international problems (i.e 
oland, Argentina and Mexico) , added to the major domestic 

the X he a ltir^of * S the & an ^/f} n Sc 2 uare > have raised questions about 
barics* V t l* financial system. Some of the commercial 

clearly have become less creditworthy, at ?e^t ItLoxtrtl^ ' 

conditio^ 11 ar ^ S ® S whether th is deterioration in the borrowers' 
mainly a transitory development associated with the 
'business- cycle or reflects a trend toward an eventual crisis . 

crowt^X^ ignore the recurring, fear that the. continuous 
lead^o a ba ? k . lend jng to developing countries inevitably will 
lead to a crisis. The perception exists that commercial bankq 
during the past decade have been overloading the develooincr 
countries with an almost unbearable burden of external Lh? 

What are the facts behind this idea? external debt. 

109 nnfn?? 1973 and 1981, the long-term foreign debt of the 

- develo P ln g countries increased from $97 billion to 
$437 billion. Without dispute, this is an enormous increase 
Nevertheless, it must be kept in mind that prices more than 
doubled during this period and all economic variables were 
3 t ^ 1S 1Ilf lation. In the same 8-year period the 

gold (revalued to market prices) and foreigS exchange ho^?n~s 

nooa heSS a Same ? ountries more than tripled and their exports of 

H-S erV1Ce ^ qUadrUpled * So ' while the foreign debt rose 
rapidly , the growth was much less marked in relation to the 

a X whoL ea £i n ? S mUSt service the debt - For ?he group as 

. • °f e1 ^ debt rose at a compound annual rate of 20.7% 

lie exports of goods and services rose by 18.5%. The qrowth 
tL l ? -ceipts relative to debt was even more favorable for 
the larger developing countries, such as Mexico, Korea and Brazil 
who are the major clients of commercial banks. Mexico’s exports 
for example, increased by ninefold in this period, from $2 1 
billion in 1973 to $19.8 billion in 1981. 

While in retrospect, more moderate growth of the debt miaht 

crIsis eSn T? r ?f*f able ' the ? e »?«*>•« "It foretell an inev^IbL 
J 3* i - f ' commercia l bank international lending of the 

Followi3c fPP r ?P riate response to the needs of this time, 

of ihe Snrl^ rise . ln ol1 P rices in 1973, an increasing portion 
countries saving was concentrated in a few oil exporting 

Sd ?PP° rtun ^ies for domestic investment, 
crisis caused by the oil embargo was handled 
y the ^Uj_o markets with an efficiency few foresaw. Never in 
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history has there been so massive a transfer of financial 
^ S ?. S , irrs ° short a time with so few casualties. The private 
to dese r ve considerable credit for having managed 

to channel these savings to those relatively capital-poor 
evelopzng countries , which because of varying combinations 
°5 o ^ e ^ l01 ^ d • natural resources, disciplined labor, and sound 
conomrcnrpolicies has the potential for rapid economic growth. 

v 4 .°? balan <- a ' the inte rnational lending to developing * 

PaSt decade was effective and prudent. The 

baSs ari C ? untri ff who were the major borrowers from 

_ S * n ?? aa 5 al a w ell-managed group who have adjusted to 
the economic difficulties of the past decade at least as Well 
as the industrial!, countries of Europe and North America. The 
borrowed funds were generally well used, and both total national 

?£ tpU ]L a £ d S X F? rt ? ° f th< f se countries grew considerably faster 
than that of the industrial countries. 

Another region whose borrowing has become a matter of special 

2?* markets is Eastern Europe. A degree of uncertainly 
stems from the current debate over just how this lending should 
be viewed in terms of the East-West political conflict: questions 
are raised over whether or not the activities of U.S. banks have 

theie d m? h H-h h Vlet bl °5^ S militar y expansion, and over whether . 
there might _ be _ some _ effective way to exploit Poland's debt- 
servicing difficulties to advance foreign policy objectives 
aime at rhe Soviet Union. First, as to the magnitudes, contrary 
to popular opinion the outstanding claims of U.S. banks on Come^n 
countries actually declined from $5.9 billion in 1977, the earliest 

?qo? f °r whlch complete data are. available,' .to. $4.6 .billion in 

1981. (By contrast, m the same period, claims of U.S. banks on 
Korea alone, to use one example, rose from $3.3 billion to $9.0 
billion, a ^ out tw ice the total claims on the entire Comecon 

JS!P?^ eV ? n ^ thOU9h f orea ' s GNP is equivalent to less than 3% of 
the GNP of Comecon.) As to the possibility of using Comecon* s 
. borrowings as a political weapon, history demonstrates 
the difficulty of achieving the desired political objectives 
through the use of economic weapons, as well as the likelihood 
the t, as with our experience with trade embargoes in recent years 
we will not only fail in achieving the intended, aims but will do 
possibly significant damage to our own economic and financial 
system. In addition, proposals for increased government inter— 
vention in and use of our financial institutions for foreign 
policy objectives ignore the lesson of recent history that it 
was the U,S. banking system, with its relative independence of 
government direction, that was able to make its own credit 
judgments and hold back on .lending to -Eastern Europe at a time 
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when other lenders, both official and non-official, in 
countries with closer ties between governments and banks, 
were increasing their exposure to this region. Indeed, it 
was the United States Government, in response to farm 
pressure*; which m5re than tripled its loan and loan guarantees 
to Polamd-Jbeiween 1977 and 1981 while the private sector was 
not increasing. its exposure at all. 

' Whatever judgment one reaches on the wisdom of past lending, 
two major developments in recent months are forcing banks to 
reevaluate the creditworthiness of international borrowers. 

First > the high real interest rates in the past two years' have 
weakened the financial position of almost all borrowers including 
both sovereign countries and private firms. Second; the recent 
volatility 1 in exchange rates, commodity prices, output, interest 
rates, and in the behavior of financial markets far exceeds the 
swings of earlier years and introduces a higher degree of 
uncertainty in judging creditworthiness. These two developments, 
high interest rates and unprecedented volatility have weakened 
borrowers, increased the risks of international lending, and 
could ultimately produce problems in the financial system unless 
they are handled carefully. 

The sharp rise in interest rates alone is enough to force 
a reevaluation of international lending. An international debt 
of $70 billion for Mexico or Brazil takes on different meaning 
when the interest rate on the debt is 16% instead of 10%. This 
is particularly true when the increase in interest rates is in 
real terms, as was the case in the past two years. 

The higher interest rates have not been limited to the US$. 

In several major Latin American countries (Brazil, Argentina, 

Chile, etc.) domestic real interest rates during the past two 
years have been substantially higher than in the U.S. Savers 
in these countries perceived such enormous risks and uncertainties, 
including the risks of major devaluations, that exceptionally 
high interest rates are required to stimulate savings and retain 
them in the country. While realistic interest rates are an essential 
part of any effective economic program, the level to which rates 
have risen has been unprecedented and has severely weakened the 
creditworthiness of many private sector borrowers. 

In addition to high and widely fluctuating interest rates, 
many other crucial economic variables have been unusually volatile 
in recent months, increasing the. adjustment problems of firms and 
countries and enlarging the risks in lending-. Exchange rates; 
commodity prices, output, and financial markets themselves, to 


Approved For Release 2009/04/01 : CIA-RbP84B00049R001 102640004-2 


Approved For Release 2009/04/01 : CIA-RDP84B00049R001 102640004-2 


Page Four 
August 30, 1982 


name only four of the more important variables all have 
experienced large swings. The fluctuations of the U.S.$ 
with respect to the currencies of other industrial countries 
are well-known. But the devaluations of many Latin American 
currencies are even more dramatic. At the beginning of the 
year, when the Mexican exchange rate was 27 pesos to the US$1, 
conventional wisdom said that the peso was 20 to 25% overvalued. 
Bank credit officers, when extending loans to a Mexican firm 
? included an analysis of whether the firm could withstand a 
devaluation to 35 pesos to the dollar. Today, eight months . 

later, firms are facing an exchange rate of nearly 100 pesos 
to the dollar for repayment of these debts. The same 
exceptionally large devaluations have occurred in Argentina, 

Chile, and Ecuador, weakening private borrowers in these 
countries who were heavily indebted in dollars. These problems 
of individual firms may turn out to be a bigger threat to 
international lending than the more-publicized balance of 
payments crises. That is to say, the Mexican authorities almost 
certainly will resolve the country's balance of payments problems, 
but perhaps with a program which includes such large exchange rate 
adjustments and such high interest rates that the financial, 
condition of many private firms is severely weakened. 

/ 

The recent volatility in commodity markets and in output 
also have been a threat to creditworthiness of both firms and 
countries. The decline in gold prices from over $800 to under 
$300 in two years was typical of many metals. Zaire, which has 
been struggling financially for several years, failed to pay 
the full interest due on it’s rescheduled debt early this year. 

This arrear was heavily influenced by a combination of historically 
low copper prices (60<=. a pound) and historically high libor (19%) , 
both of which would have been almost inconceivable 2 or 3 years 
ago. Today, interest rates have fallen substantially and copper 
prices are marginally better. It is ironic that while the greatest 
perceived danger of recent years was that non-oil producing 
developing countries could not cope with the escalating oil prices, 
it was in fact a weakening of the oil market and the problems 
this caused oil exporters which contributed to the major payments 
crisis of 1982. 

Potentially the most disturbing, new "volatility" is that 
in the financial markets themselves. The markets in recent weeks 
seemed to be poised on a thin edge from which they could fall to 
one side or the other quite easily. An error of judgment by a 
commercial bank (bad loans to the energy sector) or by a country 
(Mexican wage increase which annulled the previous devaluation) 
can cause depositors to withdraw funds on a massive scale. In 
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analytical^capacity totSlcf i£ Stint * is than the 

interna tional^borrower 3 “ eai tworthin es s of an 
everyone., else is. lending to it aid cneditworthy because 
because others stop lending. d * becoraes ^creditworthy 

from 2?-tirLpoitaS r oSv e rr en \i S ?° r 3 Calmia 9 influence 
commercial r 

International Monetary Fund. regulators, and the 

/ • » * 

international^bank^lending^nowtippears tfbf Sl ° Wd °™ ±n 

direction? '~|“hat 

borrowed net, mainly from banks, Sout bilKn 

SSI 1 S?r b nf-° Win ? Was <3ne to 'several fLtiii?° n E«iy 9 ii • 
estimate of iii™ e fI s n ?or b toi° Win9 W ° UW have been a reasonable 
large enough £ ta£rSc£S! ^verte^sf^ « aa 

future stream of oil revenue lnnSr\r~ ' at . that ^xme the 

creditors were confident that as <rnrm ^ Pf onu -® ln 9; in addition, 
in mid-1982 , the new authoring bhe elec tion was over 

annual borrowing needs to a more sSstfin^b? a ^ tl0 ? to reduce the 
$5-7 billion. Abruptly, in 

tne vol limp Anr? xz m » • . . - 


j j-ii tne world m 

and b ° th the volume and price of qp ori ._ 

sSiiirf-crSis^d^er^tK-"' 

to send funds abroad By the^nd If”rt 5e ° £ th ? outvalued rate 

Tnlt C l f S . b i^ion, y by r far e the r iargi“ nCial 

this was use d°to°support ^TnTn^tTr^ ^ “* 
the 

borrowing to perhaps $4 billion per vear a saw; 

?fuirdebt°ti h gr^ e it n i If^S di w?- d h bt '° f ?8 ° bill£ °" “° a ^ 

in 1931 to finance ai iisa« oei 1C °' growing $13 billion 

find it difficult $4 billion net ifl 983 tf f? llcles> mi 9 ht now 

sa&vssa; - -° l s&rsuurs 
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which may arise. Provided Mexico adopts a satisfactory program, 
the country clearly is. fully creditworthy in the medium term 
Banks as- a group have a strong self interest in supporting the 
country through „a _ short-run crisis, which they themselves have 
played some role in creating through heavy lending. The 
management of the larger banks will see the problem in these, 
broad terms, but it may be too much to expect the smaller banks 
to see more than their own immediate self interest. Many small 
banks Vxll have become frightened by the short-run crisis and 
simply want to get. their funds out of Mexico. This of course 
will not be possible because neither the larger banks nor 
official lenders such as the IMF will be prepared to inject 
su ffi c i en ‘t funds to allow other lenders to withdraw. 


Bank regulators will need to avoid an overreaction in this 
situation, which will not be easy at a time when they are under 
attack. The German bank regulators, for example, after tacitlv 
allowing a large build up in exposure in Eastern Europe are now 
reportedly pressing German banks to reduce their international 
exposure almost indiscriminately, and a withdrawal of short-term 
funds by German banks from Mexico apparently has contributed to 
the present nervousness of the markets about that country at a 
time when the appropriate reaction by banks would be to reconfirm 
their commitments to support the borrower in the short-term 
provided it takes the measures required for the long term. The 
-angers of an overreaction are increasingly being recognized 
however, as shown by a recent warning to commercial banks from 
a high official of the Bank of England against a precipitous 
withdrawal from international lending. 


Both banks and bank regulators need to be reminded that 
large government and corporate borrowers almost never repay debt 
except by issuing new debt. This is true both of the U.S. 
government and the telephone company. The key question is not 
whether debt will be repaid in a stated time frame, but whether 
the borrower manages in a way which permits continued access to 
capital markets. Naturally rich countries such as Argentina have 
from time to time been managed poorly and been frozen out of 
capital markets, while relatively poor countries- such as Korea 
which with good financial management have been able to continue 
to tap the markets. Many large importers of oil have been able 
to adjust to the higher price of petroleum while some oil 
exporters have- got into difficulty. In the end, the central 
issue in being able to handle debt is the fiscal, monetary and 
exchange rate management of the -country. 


Approved For Release 2009/04/01 : CIA-RDP84B00049R001 102640004-2 


Approved For Release 2009/04/01 : CIA-RDP84B00049R001 102640004-2 


Page Seven 
August 30, 1982 


Finally, a word about the role of the IMF in underpinning 
the international system. Because the size of the IMF has 
lagged we-ll behind the growth in world trade, the funds which 
can be supplied by the IMF in problem countries are relatively 
small in.-, relation* to ' the emerging needs. * The - maximum the IMF 
can provide to Mexico, for example, is about $1.3 billion per 
year for - 3 years. There are several reasons for this lag in 
sizes oir IMF quotas. ' Perhaps most important is the loss of 
’ confidence by the major industrial countries in the adequacy 
of IMF, (and also World Bank) policies in the late 1970's. During 
' that period, the. IMF, in order to curry favor with developing 
countries, occasionally supported programs which seemed designed 
mainly to provide financing for deficits rather than to bring 
the deficits down to levels which were sustainable in the medium- 
term. This absence of a strong adjustment pressure from the 
IMF left a serious gap in the system, because even the largest 
of the commercial banks does not have the trained manpower or 
access to confidential information to permit it to spot a 
dangerously developing country situation as quickly as the IMF 
can do. Nor do the banks have the political power to force 
adjustments on countries where these are required. Fortunately, 
the permissive period of the IMF now seems to have ended, largely 
as a result of the clear support of the U.S. and other industrial 
countries for more adequate programs. This has created a situation 
in which there is a strong case for enlargement of IMF resources 
either through increases in national quotas or by giving the IMF 
access to private capital markets, while using U.S. influence to 
ensure that the institution plays its full role in the adjustment 
process. 
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